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IN THE IOWA DISTRICT COURT FOR HUMBOLDT COUNTY

STATE OF IOWA, ex rel, THOMAS J. ) No. EQCV16629 e
MILLER, ATTORNEY GENERAL OF ) s ‘359\
lowa, ) <7 o
) i,
Plaintiff, ) R *-'/(‘
) ORDER, JUDGMENT AND RIS
vs. ) DECREE G
) 7
SMITHFIELD FOODS, INC., and )
PRESTAGE-STOECKER FARMS, INC,, )
)
Defendants. )

* % %

A petition in equity (later amended) was filed on January 24, 2000. The sole defendant
was Smithfield Foods, Inc. (Smithfield).

The genesis of the action was the announced acquisition by Smithfield of all the capital
stock of Murphy Family Farms, Inc. (Murphy). It alleged that the acquisition would violate the
provisions of lowa Code section 9H.2 (1999); i.e., it is unlawful for a processor to own, control,
or operate a feedlot in Iowa in which hogs are fed for slaughter. The original petition alleged
that Iowa Code section 9H.3 provides that the attorney general of lowa (IAG) (or a county
attorney) shall institute suits on behalf of the state of Iowa to prevent and restrain violations. It
asked the Court to issue a temporary injunction enjoining Smithfield from acquiring the Iowa
assets of Murphy until it is established that it has complied with the statutory provisions. It
requested the issuance of a preliminary injunction enjoining Smithfield from acquiring those
assets; and to issue a permanent injunction after hearing and proof.

On the same date, this court, ex parte, granted the state’s request for temporary
injunction. It directed that Smithfield “be and is hereby temporarily enjoined from acquiring the
Iowa assets of Murphy Farms, Inc., or the assets of any related entity located in Iowa until the
Court rules on the plaintiff's motion for preliminary injunction.” A hearing on the preliminary
injunction (TRO) was set for February 10, 2000.

By agreement, the TRO was continued. Stoecker Farms. Inc. (Stoecker Farms), on or
about January 24, 2000, had acquired the lowa assets of Murphy. This prompted an amended
petition filed February 4, 2000. It alleged that the Stoecker Farms/Murphy transaction. was a




sham, accomplished for the sole purpose of permitting Smithfield to, in fact, control the feedlots

(areas where hogs or cattle fed for slaughter are confined). It further requested the appointment
of a special master to intensively investigate the transaction and to file a comprehensive report of
his findings.

On February 9, 2000, an order was entered continuing the temporary injunction. It
appointed Attorney Eric W. Lam of the Moyer & Bergman firm in Cedar Rapids to serve as the
special master. Lam was vested with the power, authority, and responsibility to (1) regulate all
proceedings before him, (2) administer oaths, (3) do all acts and take all measures appropriate for
the efficient performance of his duties, and (4) compel production of any witness, party or
document. The attorneys for the State, Smithfield, and Stoecker F arms approved that order as to
its form and content.

On May 29, 2001, the state filed its second amended petition. It alleged that William
Prestage, a director of Smithfield, had acquired 51% of the stock in Stoecker Farms; and that
transaction further identifies the violation of lowa Code section 9H.2. It was accompanied by a
renewed request for a temporary injunction and/or appointment of a receiver.

Smithfield and Stoecker Farms jointly moved to dismiss that amended petition. That
motion was set for hearing for June 22, 2001. Subsequently, by approval of court, the state
withdrew its second amended petition. The defendants withdrew their motion to dismiss. The
State filed a substituted amended petition on June 27, 2001. It added Prestage-Stoecker Farms.
Inc. (P-S Farms), as a defendant, as successor to Stoecker Farms. The state requested equitable
relief to (1) continue the appointment of Lam; (2) require P-S Farms to disgorge all its holdings;
(3) prohibit Smithfield from the operation or control of lowa feedlots; and (4) provide such other
relief as just and proper.

On July 12. 2001, the parties jointly filed a detailed and lengthy “First Set of Stipulated
Facts.” In its answer to the substituted petition, Smithfield alleges (1) the State’s failure to state
a claim upon which relief can be granted; (2) lowa Code section 9H.2 is an unconstitutional
exercise of legislative power under the due process, equal protection, commerce, and takings
clause of the federal and state constitutions: (3)9H.2 is unconstitutionally vague; (4) waiver and
estoppel; (5) Smithfield’s full compliance; and (6) the IAG exceeded its scope of authority. P-S

Farms filed a similar answer and similar affirmative defenses. by different counsel.
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The defendants jointly moved to strike the request for the remedy of disgorgement as not
a statutory remedy under Chapter 9H. The State filed a formal resistance.

After a series of postponements, for cause, the special master, on October 12, 2001, filed
his first (and final) report. It is in appropriate form, enveloping 35 pages. After entering an
order relating to a briefing schedule, the Court eventually set a hearing upon the receipt of Lam's
report, pursuant to our rules, to consider it together with any further factual addenda offered by
the parties. The parties entered into a stipulation, filed November 2, 2001, concerning its
submission and use. The parties agreed to file briefs on the “sham” issue and the additional issue
of the applicable burden of proof. The parties further agreed that the Court, in its discretion. may
(or may not) use and rely on selected facts from the record. though not included or referenced in
the master’s report. That stipulation was APPROVED. The hearing and this ruling are pursuant
thereto.

A hearing was held on Friday, January 11, 2002. The Court heard the presentations and
arguments of counsel. By agreement, it was transcribed by the court reporter. Copies were
distributed to the Court and counsel. There are some references to it by book and page herein.

Appearing for the state were Assistants Attorney General Gordon Allen, Stephen Moline,
and Steven Reno; appearing for Smithfield Foods was Warren E. Zirkle, Richard Cullen, and
Brian P. Rickert; and representing Prestage-Stoecker Farms was Robert P. Malloy.

LI IR 1

Iowa Code section 9H.2 provides:

“In order to preserve free and private enterprise, prevent monopoly, and protect

consumers, it is unlawful for any processor of beef or pork . . . to own, control, or operate

a feedlot in Iowa in which hogs or cattle are fed for slaughter.™

It is conceded that Smithfield processes pork products. and for each of the past fiscal
years, its sale of pork products exceeded an annual wholesale value of $10 million, the statutory
minimum. It is, in fact, the largest hog producer and pork processor in the world.

On September 2. 1999, Smithfield announced that it intended to acquire all of the capital
stock of Murphy Family Farms, Inc. (Murphy). for approximately 10 million shares of
Smithfield common stock and the assumption of approximately $170.000.000 of Murphy's term

debt and other liabilities.
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Murphy is a North Carolina corporation. It was one of the nation's largest hog producers.
It was a party to grower contracts with about 200 lowa producers wherein the growers agree to
care for and feed Murphy’s swine for a fee. Mﬁrphy filed U.C.C. financing statements against
the growers to provide public notice that the hogs belonged to Murphy, not the growers.

Murphy has two divisions: North Carolina and the Midwest. The midwest division
began operations in about 1991 to take geographic advantage of lower feed costs and, therefore,
lower production costs in Iowa. It started with 1700 sows which has grown to approximately
300,000 sows at this time. Murphy also operated facilities in its midwest division in Illinois,
Kansas, Minnesota, Missouri, South Dakota and Texas. But 75% of Murphy’s midwest
operations were concentrated in Iowa.

On September 3, 1999, the IAG sent a letter to Smithfield informing it that an acquisition
of all or part of the lowa assets of Murphy may violate the provisions of Iowa’s corporate
farming law found in Iowa Code chapter 9H. In its letter, the IAG expressly requested

Smithfield to provide documentation establishing any reasons the acquisition would not violate

Chapter 9H.

On December 3, 1999, the IAG sent a second letter to Smithfield restating its concerns
regarding the acquisition. Smithfield had stated in previous telephone conversations that the
merger was scheduled to be completed on January 1, 2000. The IAG accordingly asked
Smithfield to provide its documentation establishing that the acquisition would not violate Iowa
Code SH by no later than December 13, 1999.

On December 17, 1999, Smithfield responded to the IAG's request for documentation
concerning the intended acquisition. Part of Smithfield’s response included assurances that the
acquisition would not be completed until sometime later in January 2000.

At a special meeting of Smithfield’s shareholders on December 21. 1999, the
shareholders approved the issuance of approximately 10 million shares of Smithfield common
stock to acquire the capital stock of the several Murphy corporate entities. Upon consummation
of the acquisition, Murphy would become a wholly-owned subsidiary of Smithfield. During
1998-1999, Murphy had suffered operating losses. During those same years, Smithfield had
enjoyed net positive income. The acquisition was viewed as serving Smithfield's continuing

strategy of vertical integration into hog production.




One of the conditions to consummation was that “there must not be any law or order or
any action taken by any court . . . prohibiting or restricting the acquisition or making it illegal.”

Discussions were held between the parties in an effort to resolve this matter absent formal
legal proceedings. However, on January 21, 2000, counsel for Smithfield informed the IAG, by
letter that it could not assure that the referenced acquisition could be delayed after January 25,
2000.

On January 20, 2000, Stoecker Farms, Inc., filed its articles of incorporation,
minutes of informal action by the consent of the incorporator of Stoecker Farms, Inc.,
minutes of its organizational meeting, and bylaws of Stoecker F arms, Inc., with the Iowa
secretary of state. Stoecker Farms, Inc.’s incorporator was Christopher R. Sackett, and its
registered agent was Steven C. Schoenebaum. Each was a Smithfield lawyer from Des Moines.
Randall D. Stoecker was identified as the sole stockholder, director and officer of Stoecker
Farms, Inc.

Pursuant to those bylaws of S.toecker Farms, Randall Stoecker initially contributed
$10,000 as consideration for the issuance of 100 shares of common stock. This $10,000
investment comprised the total equity of Stoecker Farms at its formation. That sum was
deposited into a bank account in Kossuth County by a check from Randall Stoecker. Prior to
January 20, 2000, Randall Stoecker had been employed by Murphy. On January 20, Stoecker
resigned his position with Murphy.

On January 24, 2000, the IAG filed this action, and the TRO was entered.

On that same date, pursuant to the asset purchase agreement, Stoecker Farms purchased
the lowa assets of Murphy. The purchase price was set at $72,000,000, paid by the delivery of a
promissory note in that amount to Murphy by Stoecker Farms. Those assets included Murphy's
lowa grower contracts, feeder pig and hog inventory, feed and medical supplies. and an
assignment of Murphy’s IBP sales contract. That contract provided that IBP would pay Murphy
market price for quality 220-1b. butcher hogs, plus a premium of $2.00 per head. At all relevant
times, the sites identified in the lowa growers contracts where swine have been. and continued to
be fed. are “feedlots™ as defined in Iowa Code section 9H.1(12).

The $72.000.000 note was secured by a written security interest granted by Stoecker
Farms dated January 24. 2000. The security agreement secured the “oblj gations™ of Stoecker

Farms defined as . . . (a) the note and any extensions, modifications, supplements, increases or
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renewals thereof, and (b) any obligations to the lender of the borrower or any party under the

purchase agreement.” The security agreement included language in its default provision
irrevocably appointing the lender as the borrower’s attorney-in-fact for certain specified

purposes to be exercised “while an event of default has occurred and is continuing.” An event of
default is defined, in the security agreement, as “any event constituting an event of default under
any of the loan documents and includes, without limitation, any breach by the borrower of any
representation, warranty, covenant or agreement made by the borrower under this security
agreement.”

Also, on January 24, 2000, Stoecker Farms and Murphy entered into an assignment and
assumption agreement pursuant to which Murphy assigned its interests in its [owa grower
contracts to Stoecker Farms. The lowa grower contracts have not been modified in any way
from the time of assignment to the present.

In order to comply with the injunction, Murphy on January 24, 2000, also sold to
Stoecker Farms its remaining lowa assets. The supplemental assets were Murphy’s lowa feed
mill and office lease, rolling stock and vehicles, office and other equipment and other tangible
property. The purchase price for these assets was $7,384,288, paid by the delivery of a
promissory note in that amount to Murphy by Stoecker Farms. Randall Stoecker has not
personally guaranteed any of the debts of Stoecker Farms.

On January 28, 2000, Smithfield acquired the stock of Murphy. The purchase price was
paid in 11.1 million shares of Smithfield common stock and Smithfield’s assumption of
$203.000.000 of Murphy's outstanding debt plus other liabilities. Because Murphy owned no
Iowa assets at the time, the acquisition of Murphy's stock by Smithfield did not violate the
injunction by stipulation of the parties.

On January 28, 2000, Murphy and Stoecker Farms entered into a feed pig purchase
agreement. Pursuant to the agreement, Murphy delivers and Stoecker Farms purchases feeder
pigs in quantities necessary to maintain full capacity of Stoecker Farms’ contract grower
facilities. The terms of the feeder pig purchase agreement have remained in place and
unchanged from January 28, 2000, to the present.

On January 28, 2000, Stoecker Farms and Murphy entered into a “Service Agreement.”
Pursuant thereto Murphy agreed to assign employees of Murphy who, prior to the purchase,

performed the services necessary to operate the lowa operation of Murphy. to Stoecker Farm:s.




The assigned employees, by agreement, remain employees of Murphy. Murphy is an alleged

independent contractor providing services to Stoecker Farms. The service agreement remains in
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- effect as of the date of the filing of the stipulation on July 12, 2001.

Randall Stoecker remains the only emplovee of Stoecker Farms other than the assigned
employees working for Stoecker Farms under the services agreement with Murphy. Randall
Stoecker has the final supervisory authority for the assigned employees both as the CEO of
Stoecker Farms and as manager of the midwest operations for Murphy. On February 23, 2000.
Stoecker was rehired by Murphy (then a wholly-owned subsidiary of Smithfield) as a part-time
employee to manage Smithfield’s non-lowa midwest operations at a reduced salary, but with
normal benefits, retroactive to February 1, 2000.

On February 23, 2000, Murphy and Stoecker farms agreed to correct the face amount of
the inventory note from $72,000,000 to $58,000,000. The terms were amended to provide that
the amount due under the note for the feeder pig and hog inventory sold to Stoecker F arms on
January 24, 2000, would be the actuai net proceeds realized from the sale of that inventory
calculated in the manner provided in the feeder pig purchase agreement.

On February 24, 2000, Murphy and Stoecker Farms agreed, subject to this court’s
approval, the transactions “contemplated by the supplemental asset purchase agreement will be
rescinded, in whole or in part, to the extent permissible, effective retroactively to January 28,
2000. In the interim, no payments need to be made on the note delivered by Stoecker under the

- supplemental asset purchase agreement, which payments shall accrue until we see where this
matter ends up.” On April 18, 2000, this Court entered an order, with the consent of the IAG,
granting the defendant’s motion to modify the temporary injunction. It removed the assets
identified in the supplemental asset purchase agreement from the prohibitions contained in the
temporary injunction entered on January 24, 2000. The sale of the supplemental assets (feed
mill, etc.) was rescinded. On February 24, 2000, IBP formally consented to the January 28.
2000, assignment by Murphy to Stoecker Farms of the IBP sales contract.

On February 29, 2000, Randall Stoecker agreed to contribute additional capital, in an
amount sufficient to bring his total cash contributions t0 $500.000 (an additional $490.000).
Stoecker agreed to infuse the additional equity within sixty days. In the interim, the parties
engaged in settlement discussions that extended over several months.  As a result of those

settlement negotiations, the injection was understandably delayed. though Randall Stoecker was
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willing, ready and able to inject the $500.000 after May 1. 2000. On November 15, 2000.
Randall Stoecker did make the capital contribution of $500,000 to Stoecker Farms in exchange
for 5000 shares of stock at a par value of $100 per share.

On February 29, 2000, the defendants provided the State of lowa with the following: (1)
Stoecker Farms’ feeder pig purchases calculations; (2) Stoecker Farms’ accounting summary of
February 20, 2000; and (3) Stoecker Farms’ pro forma financial statements for calendar years
2000-2002. While market prices have changed, the information contained in the feeder pig
purchases calculation examples accurately reflects the basic elements of the business transactions
described from February 29, 2000, to July 12, 2001.

On November 30, 2000, Murphy and Stocker Farms entered into an “Agreement to
Amend and Restate Term Note.” The agreement states that “Stoecker Farms has made all
payments thereunder and has further anticipated the payment of principal thereunder such that
the outstanding principal balance of the term note has been reduced to $9,112.593 as of this
date.” Stoecker Farms had agreed toA pay the principal amount of the restated note down to
$9,000,000 and the parties, seller and buyer, agreed to reamortize the term note over the
remaining months of its original term effective January 1, 2001.

On November 30, 2000, Stoecker Farms and Murphy entered into an “Amended and
Restated Security Agreement” securing Stoecker Farms’ obligations to Murphy. Stoecker
Farms’ obligations are defined as (a) “the amended and restated note and any extensions.
modifications, supplements, increases, or renewals the_reof, and (b) any other obligations to the
lender (Murphy) of the borrower (Stoecker Farms).”

Both the original security agreement and the amended/restated security agreement
provide that “if any event of default has occurred and is continuing, the lender (Murphy) may
exercise all rights of a secured party under the UCC.” The amended and restated security
agreement does not contain language establishing Murphy as Stoecker Farms® - ‘attorney-in-fact”
in certain instances as provided in the original security agreement.

On January 24, 2001, Smithfield and Stoecker provided the State with copies of Stoecker
Farms’ financial statement summary through December 2000. On the same date, the State was
provided with copies of the Stoecker Farms’ sales journal and Stoecker Farms’ check register for
calendar year 2000. On January 24 and February 8, 2001, the State was provided copies of

Stoecker Farms’ cancelled checks for March, August, November and December 2000.
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Pursuant to the services agreement, Stoecker Farms has contracted with Murphy for
assigned employees, including Dennis Neutzman, to perform all of its accounting and financial
operations. These operations are overseen by Dennis Neutzman. Neutzman devotes on average
50 percent of his time to Stoecker Farms under the services agreement. The remaining portion of
his time is devoted to Murphy as its director of finance for its midwest operations. Stoecker
Farms does not have any employee whose job description includes responsibilities to audit the
accounting done by the assigned employees. The accounting firm of McGladrey & Pullen has
conducted a financial statement audit of Stoecker Farms. It has issued an opinion that those
Statements were prepared in accordance with generally accepted accounting principles (GAAP).

Stoecker Farms’ operations from February 2000 through December 2000 grossed $241
million, involving almost 2.000,000 head. At the conclusion of 2000, Stoecker Farms showed a
net retained income of $527,000 before taxes.

On or about May 17, 2001, Randall Stoecker sold 51 percent of his shares in Stoecker
Farms to William Prestage (Prestage). The terms of the sale were memorialized in a stock
purchase agreement and a stockholder’s agreement. The purchase price paid by Prestage was
$559,000, an amount equal to the book value of the transferred shares plus 10 percent. On June
14, 2001, the name of Stoecker Farms was changed to Prestage-Stoecker Farms, Inc. Its board of
directors consists of Randall Stoecker and Prestage’s two sons. Randall Stoecker remains as its
CEO.

Prestage serves on Smithfield’s board of directors. There are nine directors, including the
CEO. He owns roughly 800 shares of Smithfield stock. A corporation owned by him owns A
approximately 120,000 more shares. There are about 46 million shares of Smithfield stock
outstanding. Prestage is from North Carolina. He has an option to purchase the remaining 49%
of Prestage-Stoecker Farms, Inc. Prestage made available a $2 million unsecured working
capital line of credit. Prestage has the financial strength to completely pay off P-S Farms'
unsecured debt to Murphy; i.e., about $9 million as of December 2000. Randall Stoecker
approached Prestage about his interest in a stock acquisition. Stoecker had concluded this
litigation had retarded the growth of Stoecker Farms. Stoecker had more interest in working
with growers than tending to litigation and the capital needs of Stoecker Farms. Since Prestage
had the expertise in the swine industry, and the financial wherewithal to weather the protracted

litigation, Stoecker searched Prestage out.
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As a part of the stipulation, filed July 12, 2001, the State, through the IAG, agreed that
(1) Smithfield has not been involved in the manufacturing, processing or preparation for sale of
pork products derived from swine produced by Stoecker Farms from January 2000 to the date of
the stipulation; (2) all swine grown on Stoecker Farms’ feedlots have been sold to IBP who
performed the manufacturing, processing and preparation for sale of pork products derived from
its swine; (3) before the sale by Murphy to Stoecker Farms on January 24, 2000, Murphy did not
violate Jowa Code section 9H by contracting for the care and feeding of swine in lowa on
feedlots owned by Iowa growers under the grower contracts; and (4) since the sale by Murphy to
Stoecker Farms, Stoecker Farms has continued to contract for the care and feeding of swine in
lIowa by the lowa growers without material change in such contracts or their administration.

* o ox

Firstly, the Court has closely read the special master's report. Lam appropriately,
exhaustively and ably delved into all the probative facts which surround this complicated issue.
The Court accepts the master’s ﬁndihgs of fact. It further finds that none of those facts are
clearly erroneous. Asa part of that conclusion, the Court has relied on facts from the record to
corroborate those findings.

The State admits that “there are really no or very few factual disputes. . . There’s no
question about which statute applies in this case. . . Really the only question is can you apply 9H
to these facts. .- and how this deal transpired.” (Tr. p. 23, 11. 17-24)

Two legal issues remain. First is the appropriate legal standard of proof to be applied to
measure the State’s allegation that this Murphy/Smithfield transaction with Stoecker Farms (now
P-S Farms) was accomplished for the sole purpose of creating an appearance of compliance by
Smithfield with Iowa Code section 9H.2; and secondly, whether the Murphy/Stoecker
transaction was a “sham.”

The State contends that whether a transaction constitutes a “sham” requires this Court to
look at all the equities of the case. As a remedy, IAG requests this Court to declare these
transactions and resulting operations a “sham,” under its equitable powers. and to further find
that all the transactions with Stoecker were calculated to avoid the effect and wrath of the
legislation, but yet control the revenues and profits.

The State. in argument, suggests that Smithfield has created a shell. albeit a legal one;

that it has carefully prepared all the documents, dotted all the I's and crossed all the T's: but that
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itwas ¢! done wiic the aim of surreptitiously making an end-run on our statute; and the at the
coutis eaitiat let this oecwr i this regulated tdustry. The Staie contends that Smithficld bad
two econoinic objectives: (1) retain the money; and (2) 10 avoid the conscequences of Chapter
OIL The St asscits Smithfield suceceded in the first, but thi- action should Stymic its suceess
ot the second.

Sruib el Soccker asserts that i January 2006 it vwas faoee v, conplinnec with o
e orary restraining order which enjoined Smithficld from acquiring any lovva asscis of
Muzpay's; that it was Sraithitelds inient 1o cos vrls (rather than to avoid) with (he Jegislation and
e TRO, thi nohing occtiied i 10 taasaction Vi verticatly ntegressd ithe Jooo OESTRITTS
L eny pavessor dnvelved v g 10D cwhosz invelveniont e not COutraey L the statnte: (he
Ircislture div not intend to 1oach i oo ol site Hon Smithleld s ORIV Involve: Lt is 1o

suppdy feediar pigs 10 I-S Tans from its sow {arms locaed oussicie of love, which is not

Proveniod by the statoie, and the € mntc does not contend is jmprce i itis very clear thyt
Stz doss rot ool Opeiv = or e the foodlots; that “reveives™ are o irentiered o e

statute; and Lara hes fonind that “there is po documentary or testimonizl evidence Ol ny direct or
divest contiol or influence by Murphy/Smithfield over Stoccker’s operation.” (No. 60, p. 27).
Smitndield adinits that it is receiving value for the feeder pigs thatit supnlios; je, [P
ruvs the hoge. the Moy goes to P-S Farms, the growers are paid, the miscellareous EXPEnses
are yiad for hacling, vet services fa. od, eic.; the contract erap loyecs ate paid; -5 Ier,s rotaing
25 conts per head; and the balance is paid to Murphy/Smithfield for itg fecder pigs. Rulit
Corenda tis ot controtling the revenues, nor does it have the ability 1o contiol the cosly L
Poluec these jevennes that this 1S 2 Cosi plus conitact in oy DNNI0N Us2 i AnLerican aciicaline:
venieal intogration is the ability of Processor to control two or micere steps i e predaction,

and distribution chain. ond Smithficld, throngh Murph 7, is only s ‘I‘l 1 feeder pigs und is not
~ I
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coniroliing the produciion of the feedlots where they are raised, nor is it slaughtering the
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Lei beoke dovwn lds factual findi igs Bto wo divisions: (A) fucts tending o suppori the
SaeTs tbam ™ theory (1-36): and (1B) facts 1o neding 1o support Smithficki/Stoecke; s theory of o

A (37-63),

Anabbreviated listing of those fucts to support the State’s shom position is as follows:
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(1) The same personacl (Mu-phy’s conployees) supervise and work with the growers
belore and after the transaction 1s; their paychedks bear Moerphy's name; Stoecker Faras docs Lot
have its own procedures and raanus Is; ituscs those dev cloped by Murpliy;

(2) Murphy it the sole source of supply of f.eder pics to Stoecher Yarmos. with littdle
exeeption

) Uil I'rostanss investment, Moy vias the sole soviee of linanciug for Sioecker
roliitve (o the purchase of the feedor pies;

(4) Murphy is practically ihe sole source (85%0) of feed for Sioccker | arms;

(3) Smithficlds in-hous: counse) and s Des Moines law o performed alj ¢.¢
ineorporation legal work which resulted in the formation of Stoecker Farmis: Randall Stnecker
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ST T e onwort wiiont i 2B owar cotise] for v Vol conneni;

e cholce of g ooy S S comporation Vis-4-vis a re: sular Ccor YOTatan, for tax pursoss S WES
i purp

S counsel or personiet withowt any consuliation or knowledse by Randal)

~

prade by Smaith{ield
CELhey,
(6) Muaphy did not cousider or contact any person, other than Stoecker, to purchase the
Erower operanons in lowa;

(7) Randall Stoecker owns at least two ferims in Norih Carolina which are financed and
operated by Murphy; Stoecker was indebted to I‘\Iurphy for 2bout $500,000, secured by
*eorigages on tiue North Carolina farms: the farms are colicctively worth about $4 million:
stoecker’s sow farms are operatad by Murphy peisornel in North Carolina; their income was
verd 10 ropay hlwnly on the mor tagesiup o Nay 2000, Stoccker and Mu. Py had not enly an
employer-cmployee relationship, bt also a lenderboranyver relatiopshiy:

(8) Prior to 1-20-2000, Randall Stoccker had been employed by Murphy as the maiiager

of its midwest operations s he resigned, but on 2-73-2000. he was rehired by Murphy (then owned
Ly Smithiield) as 2 Dari-tine employze to manage Murphy's non-lowa iidwes, opcrations at a
requced salary, but with normal benefits, ciieotive 1-1-2000;

(°) N urp‘ny docs not charge Stoccker Farms @ity interest or finence charges for the

pvhase of the 134006, feeders, The feeders ke appioximaiely 17 woeetbs 1o market; Stoccked
SIS GO0 DOt Py ansvthiag until ey are mehe ted (atrcughly 220 1620), wed even then,
S Fanims docs not Pay any nsterest: the Norphyv /St oocker 1 isaction 15 akin (o g

conerships Smithtield s finencial oilicer characterized the relationship as one of o “partner,”
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aid zlso described Smithficld as an investor in the lowa opcration; i.c., Smithfield and Stoecker

FFermes were two Lusinesses working toward a commn.on goal;

b
a1
~ (10) All costs of raising the hogs are borne by Murphy, pursuant to the formula

contained in the feeder pig purchase agreement:

(12) Al finished hogs are sold to 131, the samie sale outlet used before these tlausactions;

(13) T\’(‘u!?mat}. alon time Murphy ciplay oo, veaves o St ba Pavios” cocounta and
rencizl aundyst; his supervia Ltmphy is Rendall Stoecker;

(14) Randall Stoccler received a $210,000 salary from Muiphy i1 1999; aficr the
NMuiphy/Stoecker transaction, he receives $ 115,000 fronm Morphy and 5203,000 compensstion
from Stoccker Faips, a total of $380,000;

{15) Stoceker Foris, as of 3-1-2000 e capiteliood by o S16.6590 4+ fusion, | o Raed
Staeckzr; Stoecker entered into a $58 million fransaction with Murphy; Feondall Stoecker, uniil
his $560.000 capital injection in November 2200, had but $10.000 at risk for about nine months;

(10) The Moerphiy/Stcecker borrowing wos nei accotapanied by a Swoecker Farms
corporzie resolution, though required by its bylaws;

‘ (17) The docurnentation, drafied solely by Smithfield’s counsel, appeaced drafed in
haste; it contrined several criors, and was not corrected for many months; the bill of sale for $72
million did not contain 2y warranty or representation whatsoen r; warranty deeds from Murphy
to Stoecker Farms were delivered wiihout the existing morigages being released; and though
Sroccker Farms granted Murpliy a licn on the hog inventory, the lien was not perfected until

A 2000, o

(18) The State’s expert opined that an mventory cash sale would erdinarily require 2 cash
POt of 20-30%, but this Murpty/Stoccker Fanm transaciion was 10095 fanced, with
nothing up front;

(12) The growers® contracts provided they may not be assigned wit-out the grower's
individuai permission; the assignmeat from Murphy to Swoccker Farr,e Was not accompaniicd by
YU grover’s permi: Lo

(20) A fixed 894 imierest rate for a ten-year ternron a $72 mitlion note, olving
booantasy which fluctoaies in valve, would be alypizal:

(21) Smithficld’s expent opines that the Stoecker Farm debt to assat 1o of L098 1o 1,00

v fore Prestage) was poor, considering that the purchase was 100% financed and the Log market
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is subjcet to many variables for price and diseascs. The State’s expert stated that a financing
bank would have a shoit-term balloon so the interest rate could be adjusted duc to the huge sums
involved; that the absence of a personal guarantee was atypica’; and all the ris’: was borne by
Murphy;

(22) Stoecker Farms did not procure assistance of counsel, again atypical;

(23) The term note was reduced $14 million dac to a misuaderstanding as 10 e number
of hogs; and though the note, by its tcoms, was (o be repaict over several years,
Smithfield‘Murphy expected to bie repaid in “short order;™

- (24) The $72 million note was rapidly paid dowa akcad of schedule;

(25) Muwpliy did not take Randall Stoccker’s shares of stock in Stoccker Farms as
szeurity;

(26) Smithficld’s CEO had never seen “a deal like this” and it is “highly unusual;” the
State’s expert stated it was “very abnonnal and unusual;” and an officer of Murphy’s stated
Murphy is i the business of raising, iwigs. and not in the lending busincess;

(27) When the issue of Chapter 9H surfaced, Smithfield/Murphy diagramed. designed,
memorialized, and implemented the M urphy/Stoecker Farms transaction to make sure the profit
opportunities were captured, contained, and controlled, recognizing no bad motive but the
motive of making a profit;

(28) Though the IBP marketing confract is extremely favorable, Murphy’s witness
testified that no value was placed on it in the asset purchasc agreement; also, IBP did not
consent 1o it until February 24, 2000, though its consent was required;

(29} Murphy hzd routinely obtained individuz) personal guarantees from its contrast
growers; it did not obtain a personal guarahtee by Randall Stoccker on the $72 million 2sset
purchase agreement which vaas 100% financed:

(30) Though no Stoecker financial statements were obtained Ly Murphy, Murphy
employees, doing the financials, were working for Stoecker Farns;

(31) Stoccker Farms (prior to Prestage) had no liguidity to buy feed or cngage employees
» i seurees other than Murphy;

(22) Bill Prestage now owns 319 of Stoccher Parms and remains on Sinithficld™s board
ol directors; and though there are three directors on P-S Farms” board (including Prestage’s two

sons and Randall Stoecker), Prestage testified that Randall Stoccker’s view would prevail;
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(+3) Murphy could and did access Stoccker Fanns® bank account, which the accounitant
views as an internal control weakness; o fund transfer was initiated Murphy to Murphy though
Stoecker Farms would first tell Murphy how much money could be extracted:

(34) Murphy, with or without Stoecker Farms (or P-S [arms) continues to carry the
econaraic nisks of the porl: production:

(35) Until the Murphy debt is paid off, Stoecker Farms’ profit is capped 2t § 25 por
raarket hog; through 12-31-00. the number of marketed hogs would warram a payment of
$479,941; and Stoccker Farms had retained incoiac of $527.303;

(36) A expert stoted that a typica! equity requirement cushion would be 20% 1o 30%,

L Broccker Fanns did not Lave an economic safcty net in order to operate;

An abbreviated listing of those facts to support the theory of Smithfield and Stoecker
Favws that no sham exisis:

(37) Stoccker Farins has its own books, records, bonk aecounts, and corpovate
formrainivs; it has its own wuditor, produces its own financial statemenis, which were not shared
with Murphy uutil discovery; and its auditor opined that Stoecker Farms is 21 independent entity
as measured by GAAP;

(38) Murphy lost money by giving up $9.25 per market hog, which in 2000 was about
$500,000; though Murphy was paid about $150,000 for the use of their contract employeces,
Nurphy still lost about $350,000;

(55) Aflier the tenin note has been paid off, Stoecker Farms will not pay any Inicrest; the
money saved can be freed up and used for its own benefit:

(4C) The total capital injection of $510,000 by Randall Stoecker is more than sufticient;
s souree is the pledge of Randall Stoecker’s North Carolina sow farms to the Farm Credit
ratenn; e has used parcof the loan prozeeds to pay oft'the $£500,000 mortgage then held by
Murphy against those sow farms; Randall Stoccker hes available to him a $4 million line of
coditfrom Farm Credit and is willing and able to inject that sum inio the P-S Farms operaiion;
asof 12-31-00, $241,434.472 of revenucs were geaerated by Stoecker Fars; the initia] torm
v el 558 mitlion wes paid down to ahout $9 million at the end of the year 2000, privcipally

poid by the sale of the inventory of feeder pigs on hand at the time of the salc; and despite the
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internal drafling inconsistencies (later coriected), the Murphy/Stoecker transaction was
documented by traditional notes and sceurity agrecinents;

(41) Randall Stoecker set his own “draw” or “salary” from Stoecker Farms, without
input or influence from Murphy;

CL) Smihleld s experts ponnosivd el Gy L B ihe o e RUN R T SOHR IR
working capital than the State’s expert; they concluded that both the equity contribution and the
working capital were sufficient:

(43) Stoccker Farms® working capital, defined as available cash + accounts receivable -
trade payables -- current portion of long-term debi, has contined 1o improve, and the defendunts”
cxperts opined that Stoecker Farms has sufficient capital to conduct its business aftairs;

+4) Randall Swoecker is moie knowledgeable about the feeder pig growing techniques
tai anyone at Murphy and/or Smithfield, edch of whoin rely on his expertise; Randall Stoccker
- veloped the “lowa model:” in this sense, Randall Stoecker “controls”™ Murphy, not vice versa;

(45) Murphy and Randall Stoccker talked briefly about the possibility of the latier teking
aver Murphy’s Iowa operations in Sepiember 1999; this contact shows that the Stocecker
Farms/Murphy transaction was contemplated before the Towa Code Chapter 9H issues surfaced;

(#6) Randall Stoecker is genwinely qualified and knowledgeable about the hog industry;
hz holds a degree in agricultural economics and has worked as a banker, feed salesperson,
innovalor in hog genetics, and in other agri-business ventures;

(47) Randall Stoecker is free to develop his own growing procedures or systems and is
vt bound by contract to follow or adopt any Murphy or Smithficld piocedures or miethods;

(48) Stoecker Farms is free to purchase feed and the feeders Som anyonc; rough!y 13%%
oi Stoecker Farms’ feed purchases came from Farmland and other non-Murphy/Smithficld
entities;

(=9) Raudait Stoccker is free to change the subcliapter S status of Stoecker FFarms;

(30) Stoccker Farms does and did contract with “seasonal growers™ who “prow’ at least
-+.000 animals for Stoecker: that is, the Murphy contract growveers were not the sole providers of
S roughly 2 million animals to Stoecker Famms during 2000;

{31) No grower has compizined about ilie Murphy/Stoccker Faims transaziion or left the

rregranis several new growers kave joined and two or three existing growers have expanded:
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(52) Stoecker Farms is free to use any personnel and is not bound by contrauct to only use
Murphy emiployees;

(53) Stoecker Farms could suffer a loss, notwithstanding the $2.00 a head premium from
IBP, as there may be no dollars left for Stoecker Farms after payment of feed, medication,
overhead, cte.;

(54) The Murphy/Stoecker Farms transaction had to be implemented within a very small
time window; there was a great desl of time pressure exerted on the partics to consummite the
transaction, in order to comply with this Court’s 1-24-2000 injunction; there was considerations
of the Hart-Scott-Rodino Act, dealing with anti-trust issues, the pi-ce of the Smithfield stock was
>clining, and additional time pressure arose to consummate the deal to provide the least adverse
X conscquences to the Murphy shacholders; and all the partics” personnel, counscl and
financial advisors were scram!'ing to implement the transaction. which may have been the
reason for the numcrous typos;

(55) Itis not uncomnion for a business transaction to have techinically “closed” only to
be amended or refined at a later time; and typos and internal inconsistencies are 1ot unusaal in
loan and closing documents similar to these;

(56) Auny early accounting confusion was understandable, given the compressed time
frame;

(57) Itis not unusual thai the buyer continues o engage and employ the same personnel
post-sale as the seller, in order that the customer base of the business does not have 10 sufter
dirough a lcarniﬁg (urve;

(58) Rapid debt reduction is a sound business practice; there is no evidence of any
pressure from Murphy directing Stoecker Farms to pay the term note rapidly:

(59) The Murphy/Stoecker Farms transaction is a scller-financed event, and traditional
pank financing principles have little applicability; the Murphy/Stoecker transaction bore an
“earn-out” character as the value of the IBP contract is captured in the feeder pig purchase

reement, and the aitendant formuls; Randall Sioecker. for Stoecker Farms. without input from

I T
afl

wphy, wssisted the growers to overcome high propane prices by paying those growers
i 25.060: that payvinent reduced the amount ol'money that went to Murphy; Randall Steecker
claoinstituted a new program, known as “wa n-to-finish,” when young pigs. ax opposed 1o

iveders, were placed into the grower houses, which is an experiment or a new growing method;
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(60) There is no documentary or testimonial evidence of any direct or indirect control or
influcnce by Murphy/Smithfield over Stoccker Farms’ operation;

(61) There has not been any actual incident of conflict by the Murphy employees
performing work for Stoecker Farms; and Randall Stoccker states that if it does occur he will
resign;

(62) The internal control weakness, referenced at No. 33, was immediately addressed
aind corrected; no withdrawal in excess of the authorized amount ever cccurred, and Muiphy
could not initiate the fund transfers afier the auditor had brought it to their attention:

(63) By a separate supplemental asset purchase agreement, Murphy sold its Jowa feed
m:lls and rolling stock to Stoecker Farins, with the purchase price paid by the delivery of a
§7.380.000 note; that supplementa] agreement was rescinded by approval of the couri; and thers
is no evidence that Stoecker Farms intends to reassign the assets back to Smithfield Murphy afier
the resolution of this lawsuit;

(64) Although Murphy/Smithfield has the right, per the security agreement. to repossess
the secured assets and to take over the grower operations, because of the prohibition imposed by

owa Code Chapter 9H, it is unlikely Murphy/Smithfield could repossess and own the pledged
arsets anyway:

(65) Prestage used his own money to purchase 51% of Stoecker Farms and is willing and
able to inject additional funds to pay off the remaining $9 million in principal; there is no
evidence of any control, influence or suggestion exerted by Smithficld/Murphy on Prestage to
cnzage in the stock purchase, nor any similar pressure exerted on Randall Stoceker to allow
Prostage to become a majority cwner of the corporation’s stock; Prestage was pursuing his own
profit motive; and Prestage indicated he will resien from Smithfield if any conflict arises.

* ok

The parties agree that there are two legal issues before the Court: (1) the requisite burden
ol proof to substantiate a legal “sham;” not surprisingly. the State asserts its burden is a
picponderance of tiie evidence, whereas the deferdants assert it is a preponderance of clear,
convineing and satisfactory evidence; and (2) whether the transactions effected by the defendants
¢ ostitute alegal shan.

The State, in argument. contends that the first issue, while strongly argued by both

defendants, is a red herring; that the standard of proof'is a moot point because the true intent of
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the defendants’ conduct has been admitted by them; that is, it was their intent throughout to
maintain profits, while still complying with the statute and this Court’s injunctive order. The
State contends that, while there are the two issues, whether this is a sham, addressed uriler the
Court’s equitable powers, is the only real substantive issue remaining (Tr. p. 5, H. 5-23).

Prestage-Stoecker Farms, in response, argucs that the Court necds to gei to the factual
issues of the sham, which will reflect that there has been complhiance with Chapter OH (Tr. p. 6.
11 1-9). Smithfield’s position is that the facts arc clear that 1t 1s not a shan under cither standard,
and, though it is not o red hereivg, it is moeot beeause the procf does not lie even unon gplication
of the lower standard (Tr. p. 6, 1. 20-24).

The partics agreed that in determining whether or not there is a sham, the Court should
t ke the findings of fact from Lam. and such additional findings of fact that the Court may
sewectively exeerpt, if at all, from the other material (Tr. p. 17,11, 6-12).

‘The State admits that there is no definition in our state law of sham; that 1o find a sham is
within this Ceurt’s discretion and its equiiable powers (T, p. 21, 1. 6-16). The State agrecs that,
vithout a definition, Webster or Black affords some help (Tr. p. 22, 11. 4-16). Black’s Law
Dictionary (Seventi Edition — 1999) defines the noun “sham” as “something that is not what it
scems; a counterfeit; a faker.” Webster (1989) defines it “as someonc who pretends to be what
he is not.”

The State proposes that the Cowrt apply the principles emanating from two optometric

cases: Sate v. Plymouth Optical Company, 211 N.W.2d 278 (lowa 1973); and Stute v. Kindy

Optical Conipany, 248 N.W. 332 (Iowa 1933). These two ceses did not define sham. The State

agrees that although the legal documents were in order and not counterfeit. the court, in essence,
siited the intent was to avoid the sieiute which ene caunot do in the regulated optical industry.
- iz State asscrts that regardless of “zll the trees that we've killed in this case, there are really no
or very few factual disputes. And there is no question that Chapter 9H applics.”™ (Tr. p. 23,11 1-
19).

The State contends that when Stoecker Farms was created, it was creaied by Smiihfield
and 1te legal team: the money stayed arid went with Murphy 's. ulimately to Smithlield; and that
s>mithiieid asks the Court to lock at form over suhstance (I p. 2511 1410V, The Stafe reauests

2 Court to do the opposite; o look at substance over form.
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In argument, the State did not contend that these are fraudulent conveyances; it agrees the
documents are, in fact, what they purport to be. But the State asserts that through numerous
permutations of this agreement, and constant tweaking, that Smithfield kept doing what was
necessary to avoid another judicial order and any adverse application of Chay-ter 9H (Tr. p. 25, 11.
20-25; p. 26, 11. 1-10).

And the State finishes by stating that throughout all this, all its twists and turns, that
coectbaeid rendns Ui money CTv ps Zoch 25 The o suggests that Smithhicld™s " conirol™
was direct and the revenue stream, the profit. is the mmportant distinction; that you can have all
the language and legal maneuvering, but you control fecdlots in lowa by directing and
conirolling the revenues that flow from those feedlots (1. p. 28, 1. 9-18). In argument, assistant
JAG Allen stated. in response to Smithfield’s posture, that “ves. you've dene all that vou need to
Go. You've created the shell, but where is the yolk? The yolk goes to Smithfield. Always has,
wd always will go, no maiter how many tinies they chaage this deal.” And the State argues that
lowa is the premier place 1o raise hogs; fecd and transportation costs are cut; there is a premium
inTowa: and you can carn good money raising swine. “That's why Smithfield wants to come
pere.” (Tr.p. 29, 1. 21-25; p. 30, 1. 1-3).

The State contends that the equitable powers of this Court should disallow Smithfield to
shave off a thin veneer of that corporation, establish Stoecker Farms (now Prestage-Stoecker
Farms), create that shell, retain all its economic benefits, and send all the money to North
Carolina. The State argues that should not happen under Chapter 9H and directing the revenue
stream is the essence of operating a feadlot (Tr. p. 30, 1. 9-25).

Prestage-Stoecker Farms argues that Lam’s finding in #60 is fuir accompli as the Court
has accepted that fact: that Prestage-Stoccker has its own <ot of books and maintains corp vt
formalities; it has engaged its own auditor, although it is the same auditor as employed by
Smithfield, the auditor has opined that P-S Farms is an independent entity as a necessary cthical
consideration for it to be an auditor for both; there is no evidence that Smithficld/Murphy
essured or exerted influence on Stoecher or Prestage; that 91 makes no reference to
“rovenues™ that Smithficld’Murpky cannot exercise financial leverage over P-S Farmas because
srestage has the resources to pay off those debts: that the investment by Prestage was done for

3.8 0w econoinic return; that the present company has a $2 million line of credit availuble to it:
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and the special master’s findings at 37, 47,48, 51,52, 57, 65 all reflect the independent
character of P-S Farms (Tr. pp. 25-50).

Attorney Malloy aptly pointed out, that by stipulation it war agreed that the Murphy
Family Farms operation was not in violation of Chapter 911 before its sale to Stoecker and
nothing significantly has changed since. Malloy views the actions of Stoecker Farms as being
aitempts to comply with the statute, not to avoid the statute, although admitting that is a subile
cistnetion (Fropo 353,000 1-250

Smithficld, in argument, asserts that it is not a matter of complying or avoiding the
statute; rather, it was an effort on the part of Smithfield/iuiphy to comply and 1ot to offend the
temporary injunction cnjoining Smithfield from acquiring the lowa assets of Murphy; that it was
o the Dol phases of acquiring Murphy's assets; Smithficld veas anxious to close its deal and so
was Morphy g Murphy was nota processor and was in compiiance with Clapter 9H; Randali
Stoecker was one of the best swine production men in the country; that by the transaction the
grower contracts and the IBP contract arc no longer the property of Smithfield/Murphy; and
tiicre 1s a stipulation, one and a half years after the transaction, whercin IAG agreed that
Sinithficid had not been involved in the manufacturing, processing or preparation for sale of
pork products to that date in lowa.

Smithfield/Murphy concludes, when one takes these facts and adds to it Lam’s findings
(there is no evidence of any “direct or indirect control or influence by Murphy/Smithfield over
Prestage-Stoecker Iarmis™ operation”), then the book and chepter is closed, and cveryone can &l
¢o home resting comfortably that neither the Court’s injunction or Chapter 9H is being violated.
('Tr. pp. 59-62).

Smith{ield contends that it is not contiolling revenues, but mercely receiving these
revenucs without the ability to control the costs that deplete those same revenues (Tr. p. 66. 11. §-
23). Smithfield vicws this as a cost plus contract which is common in agriculture since many
businesses don’t wish to take on the dynamic risks and the volatility of the hog market (Tr. p. 65,
1. 24-25, p. 67, 11. 1-19). Zirkle pointed out an IAG opinion that defined vertical Integration as
e ability of a processor 1o control two or more steps in a production and distribution chain: and
siithiichd is not controlling the production off the feedlot, nor is it staughtering the hogs. 1118
soliing pigs 1o an Jowa farmer from its sow [arms outside the state, and that's it! (Tr.p. 69 1. 1-

-
~

i3). Smithficld asserts that in order for the statute, by its terms, to encompass its present role,
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ilie statute would need to prohibit the sale of fceder pigs by a processor to a grower (Tr. p. 70, 11
9-12). Or the statute would have to prohibit a processor from getting any economic benefit out
of what happens in an Iowa feedlot (Tr. p. 70, 11. 13-21, p. 73, 11. 1-4). Smithfield concludes by
stating that it is not controlling what happens in the feedlots and it is not controlling the costs
(Tr. p. 80, 11. 4-10).

The State responds that circumstantial evidence shows that Randall Stoccker is a
Sanithidla e ployee; Pl Piestage is onits Fowd ol directors; that coistiol by ther s
tantamount to control by Smithfield: though P-S Farms could huy its own feed, it doesn’t; that it
could hire its own employcees, but it continues to contract with Murphy; though it can go out and
buy pigs somewhere else, it hasn’t; Smithficld could have bought Murphy Family Farms and
excepted the Jowa assets, but it sclfishly wanted the substantial cconomic benefit; and it has left
lowens with the fiics and odor (Hr. pp. 81-86). Smithfield responds cHegng there is no public
policy or statutory provision in lowa that prevents a pork processor from making a profit on the
sale of hogs to be finished in Iowa (Tr. p. 88, 11. 23-25, p. 89, 1. 1-2).

A ke

The Court concludes that the appropriate burden of proof is a mere preponderance.

The State does not ask the Court to pierce the corporate veil (Tr. p. 22, 11. 1-3). It asks as
a remedy that the Court find that Smithfield/Murphy is in violation of Chapter 9H, and that the

Court, upon declaring the transaction(s) a “sham,” that it divest the assets {from any control,

including the receipt of revenues, by Smithficld (Tr. p. 90, 1L 3-13).

Team Central v. Teamco,_Inc., 271 N.W.2d 914, 923 (lowa 1978), helps answer this

question. Teamico was a franchisee, and Team Central its franchisor for the sale and distribution
of electrical equipment. Team Central was wholly owned by Dayton-Hudson. A dispute arose
over an open account for over $150,000. Teamco counterclaimed for tortious interference. It
brought a cross-petition against Dayton-Hudson. It alleged Dayton-Hudson was responsible for
the conduct of Team Central as it was a merc sham and conduit for Dayton-Hudson. The jury so
found and held Dayton-Hudson financially responsible for any recovery against Team Central.
The Couit said “that the corporate veil doctrine is most frequently applied to avoid fraud.
Towever. itis equally appropriate under other circumstances when one corporation is used as a

mere shum for the other.” The burden was a preponderance in Teanico. Though the State is not
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asking that the veil be picreed, it alleges a sham which, according 10 Zeamco, does not requirc
fraud; i.e., only that it does not have a “real independent existence.”

There are a host of cases that deal with a corporate “sham.” Westcott & Winks

Haitcheries v_IF.M. Stamper Co., 85 N.W.2d 603, 607 (Iowa 1957), states the corporate entity

will be disregarded only where used as a cloak for fraud or illegality . . . or when used as a
subterfuge to defcat convenicnce, justify wrong, or perpetrate a fraud.” Some other cases are

~ - N .. , - - o 1tk coes
kol Gird Scort v Havey Fund-Raising Alanagaient, 5191 .24 o, 0398 T il 1975);

Fazio v. Brotman, 371 N.W.2d 842, 846 (lowa 1985); Briggs Transportation v. Staurr Sales, 262

N.W.2d 805, 810 (Jowa 1978); Inn Operations v. River Hills Motor Inn. 152 N.W.24 815 (Towa

1507); and Jiwde v Ceinral Lroadeasting, 288 N.W. 441, 443 (lowa 1939). These were all

decided by a preponderance and distinguish a “sham” from a fraud.

InInre Marriage of Goodwin, 606 N.W.2d 315, 321 (Iowa 2000), the dissolution court

found a transfer of a vehicle, pursuant to our motor vehicle transfer laws, a shaim, again by the

same burden as the remainder of the dissolution issues.

Preponderance alone is the appropriate burden.

* % %k

Proceeding on the “sham” issue, the Court has analyzed Kindy and Plymouth. The State

asserts these two cases are a fortress for its position.

Kindy Optical Company was a Delaware corporation. It was not licensed to practice
optometry in Iowa. Kindy leased an optical depariment from Younkers. It entered into a Jease
for those quarters with W. O. Jensen, a licensed optoinétrist. Jensen, before coming to Des
Moines, had managed, as an employee, similar businesses for Kindy in four other states and in
Sioux City. Kindy agreed to pay Jensen, as the lessee, a monthly sum. The lease provided that

all eye examinations would be under the exclusive control of Jensen. On the same day, Kindy

‘and Jensen entered into a written contract of employment wherein Jensen would be the manager

of the optical departinent, but “shall be subject to the control and directions of thc proper officers
of Kindy.” The contract provided that all monies would be deposited in the Kindy account and

¢ 'l disbursements shall t.: paid by checks drawn by Kindy. This contract provided for a salary to
be paid Jensen. All the machinery and equipment installed and used in the business was the
property of Kindy and all the accounts were handled through Younkers. Kindy's name did not

appear in any way in this business. The advertiscments appeared in the name of Younkers, but

23
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prepared by Kindy. The money received by Jensen for eye examinations, to the extent of the
rentals and salary owed him, would be retained by him before depositing the receipts to Kindy.
A guaranty rclating to the results of the eye examinations, a part of the advertising plan, was the
responsibility of Kindy and not Jensen.

Our court commented at p. 335, as follows:

“It is true that the name of the defendant did not appear in connection with the business.
The business was advertised in the newspapers in the name of Younkers, but the record
shows that these advertisements were all prepared by the defendant, inserted in the
newspapers, and paid for by the defendant; the guaranty . . . was the guaranty of the
defendant company. . . This guaranty was a part of the advertising plan of the defendant
company. The ownership and contro! of the entire equipment of the Des Moines office
was in the defendant, ard not in its cmployee. Its officers determined all its policics. The
subtle attempt on the part of the defendant to evade the provisions of the Iowa statutes in
reference to the practice of optometry, by emplrying @ licensed optenmectrist to conduct its
ousiness, and by the execution of the eileged lease with its employec, is too patent to
appeal strongly to a court of equity. . . Tiic execution of the so-called lease between the
defendant and Jensen, in connection with the contrzct of employment batweea the same
parties, was also a sham and fraud, and a too evident plan, purpose and intent to evade the
provisions of the statutes herein referred to. It is true that the name of th: defendant did
not appear publicly in connection with the business, but the record shows without
controversy that the business was in fact owned and operated by the defendant company.
The defendant company controlled the conduct and policies of the business. Jensen was -
simply its employee on a stipulated salary. The so-called lease between Jensen and the
defendant, under the terms of which the defendant, as lessor, was to pay Jensen, as lessee -
... was only a clever attempt to change the character of Jensen from an employee to a
lessee, and does not change the fact that Jensen was an employee of the defendant
company. The defendant company could not conduct the business without a license. It
could not obtain a license, and we can conceive of no reason why it should be permitted
to continue to conduct a business under the license of an optometrist.”

Plymouth Optical Company had its principal place of business in Minneapolis. It
controlled three wholly-owned subsidiaries, which were lowa corporations. The assets and trade
niame of Morgan Optical Company, owned by Dr. Morgan, were purchased by these
corporations. Morgan, a licensed optometrist, rented space for offices from the Plymouth
corporations, and he and his associates performed eye examinations and kept their own fees.
Aficr the State initiated an action to enjoin the corporation, Morgan abandoned his rental
arrangement. The defendants then leased the office space to Dr. Alshouse, a licensed
cptometrist. The contractual arrangement was embodied in a written agreement to lease all the

equipment and office furniture in each location for a five-year term with the renewal option for
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an additional five years. The optical offices were in five cities. The defendant contended that
the roictionsliip was that of landlord-tenant. But the Plymiouth court affirmed the trial court,
permanently restraining Plymouth from the practice of optometry. It found important the
agreement provided that Dr. Alshouse was required to place in escrow, for the benefit of the
defendants an assignment of all employment contracts between him and other optometrists
working in othér optical outlets in Iowa. These assignments vested in the defendants, all of
Alshouse’s rights in the cinployment contracts in the event of breach or default by hirm. The
court feund important that the agreement, if default occurred, at least potentially placed the
dcfendants in the practice of optometry. The court found important the testimony of a licensed
optometrist in the Iowa City store that he had never had any contact with Dr. Alshouse,
presuimably his emplover, but had been retained by the vice-president of Plymouth. Alshouse
was contractually obligated to employ the services of the same bookkeeper as the defendant, who
rz2intained joint control over all bank accounts; he was further required to employ the services of
cn advertising agency selected by the defendants, to contribute to the cost of that advertising,
though he had no control over it; and two checks were revealed that were payable to counsel for
the defendants by Alshouse without explanation. The court determined that the defendants
exercised improper dominion and control over the defendant doctor to the extent it was engaging
in the practice of optometry.

But neither Kindy or Plymouth are the trump cards that the State contends they are. In

Kindy there were a multitude of facts that showed continued control. The lease called for
payment by the lessor to the lessee; the employment agreement called for the manager to be
subject to the control and directions of the employer; the mouies deposited and disbursements
made were by Kindy; the equipment was Kindy’s; advertisements were prepared by Kindy; the
guaranty of workmanship was by Kindy; the conduct and policies of the business was controlled
by Kindy; and the lease was a feeble attempt to change the character of Jensen from an employec
10 a lessee. One did not need to be another Justice Cardozo to find that Kindy was practicing
~ptometry. It further appears our court, although calling the lease a sham, did not actually find
ilc entire scenario a “sham.” The Kindy court reversed the trial court, in equity, and found,
under all these circumstances, that it should not be permitted to continue to conduct the business

under the license of an optometrist, as it was engaged in optometry itself,




The Plymouth case affords little aid to the Statc’s cause. “Sham” was not mentioned in it.
The facts clearly showed that Plymouth and its subsidiaries v .o, L Lol o0 icing optometns
and had an abundance of control. Each of these cases bears facts that are substantial stronger, to
show control, than the present set of facts.

Although the State is not asking that the corporate veil of P-S Farms be pierced or found
to be a fiction, it relies upon similar allegations of fact to find and argue the existence of a sham.
it states that Stoecker Farms® purpose and its very exisience as a corporation is completely
intertwined with this transaction. Stoecker Farms was incorporated as an entity by Smithfield’s
vattomey to cffectuate Smithfield’s need to transfer Murphy’s Iowa assets, yet retain all the
revenues generated by those assets.” (Brief p. 25) It recites that the metamorphosis began with
the purchase and financing of existing assets; a pig-raising deal, not a debtor-creditor
relationship; followed by the purchase and financing of replacement pig inventory, reciting that
Smithfield received $136 million in 2000 under the pig agreement, and Stoecker Farms retained
only $527,000; purchasing the feed mill; entered into a service agreement for its employees to
perform services for Stoecker Farms; transferring the grower agreements; transferring IBP’s
marketing agreement; and making changes to the deal by reducing the inventory note by $14
million; consenting to the buy-back of the feed mill; Stoecker increasing his capital contribution
from $10,000 to $500,000; amending its secured note; and selling part of Stoecker Farms to a
‘huge North Carolina hog producer, also on the board of Smithfield. (Brief, pp. 7-17)

This Court admires the zeal of the IAG in tenaciously attempting to remedy what it
percéivés as another nail in the coffin of our state’s family farms. Unfortunately, as a court in
equity, the interpretation given Chapter 9H is determined by what the legislature said, not by
what it might have said. Perkins v. Madison County Livestock & Fair Association, 613 N.W.2d

264, 269 (Iowa 2000). “To ascertain legislative intent, the Court looks to what the legislature
said. The Court does not speculate as to the probable legislative intent apart from the words used
in the statute.” Perkins, supra; State ex rel Miller v. Midwest Pork L.C., 625 N.W.2d 694, 699
(Iowa 2001).

Along those lines, this Court’s mandate is to interpret lowa Code section 9H.2, not to

rewrite it. The Court must respect the separation of powers; the legislature enacts the laws, and
the court enforces/interprets them. As tempting as it may be, this Court must stay within its

judicial parameters.
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The language chosen by the legislature prohibits ownership, control or operation of
feedlots in lowa. Smithfield does neither. True, their brain-trust, and their able lawyers have
been able to hone a relationship with their employee to create a legal creature that allows it to
continue the sale of feeder pigs in lowa, and to obtain the earnings from them (except for a
quarter a head), though still assuming the risk. The legislature did not opt to use words such as
“directly or indirectly,” nor did it choose to expressly forbid the financing, extension of credit, or
a processor’s sale of feeder pigs to an Jowa feedlnt. Smithfield har tailored ite aprecacnt.
whatever its purpose, to obtain the spoils by the soliciting and financing of a person it can trust
and onc that was continually amenable to changing the deal, so.long as it continued to be good
[or him.

The legislature was aware of the use of the words “directly or indirectly control.” as it
used them in the very same siatute in the following sentence referencing the contract feeding of
swine. But it did not choose to use “indirect” [control or operates] in the subject provision. That
shows, by what it said, that the legislature did not intend to ban this type of deal.

And it was done and accomplished in such a manner that the special master, after
numerous depositions, revicwing all the conduct and a wealth of documcentary evidence, found
that there was no evidence of any “direct or indirect control or influcnce” by Smithﬁe!d/Murphy
over Stoecker Farms (now P-S Farms, Inc.). There is not a preponderance of evidence to show
that P-S Farms, Inc., has no real, independent purpose or existence. Similarly, in Midwest Pork,
the Court found that Austin DeCoster did not violate the code section or statute that prevented
him from constructing or expanding confinement facilities by financing them for a corporation
owned by his son.

In lowa Comprehensive Petroleum v. Mobil Qil, 606 N.W.2d 359, 366 (Iowa 2000), our

court defined “control” as not only the actual exercise of control, but the right or authority to

control it; it is the right to control the means of performance, not the end result of the
performance. In Mobil 1, the Court found that the right of Mobil to terminate its gasoline supply
to the station and to debrand the station for using another brand and/or failing to pay for the

. wsoline, does not make it in control. Jowa Comprehensive Petroleum v. Mobil Qil, 606 N.W.2d

3¢7 (Iowa 2000) (Mobil II), made a similar finding, even though Mobil had similar abilities to

terminate, plus others.
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Smithfield has a presence in Iowa as it sells feeder pigs to its employces’ corporation,
with whom it contracts for labor and feed besides. But that is not against the statute. P-5 Faims
has an independent existence. And our special master has found no indirect control or influence.
True, it was a delicate but shrewd way to comply with this Court’s temporary injunction and to
avoid violating the statute, but it is not prohibited by that statute.

With the stipulations by the State that Murphy Family Farms, at the time of the
transaction, was not in violation of ¢15; thu. stoccier Farms continues to feed, without materiat
change; that Smithfield has not been involved in the preparation for sale of pork products from
Stoecker Farms’ swine (p. 10 hereof); that Smithfield/Murphy was not in violation of this
Court’s injunction; and the finding by special master Lam that there is no evidence of any direct
or indirect control or influence by Smithfield/Murphy over Prestage-Stoecker Farms, together
with tlie special master’s other findings showing no sham (#37-65), this Court, whatever the
burden, cannot find a sham to vacate these transactions. Nor will it find the defendants,
circumstantially or otherwise, in violation of section 9H.2. If it swims like a duck, waddles like
a duck, quacks like a duck, then it must be a duck. So here, it looks like a P-S Farms feedlot, it is
owne.' like a P-S Fanms feedlot, it is controlled like a P-S Farms feedlot, and it is operated like a
P-S Farms feedlot; then it must be a P-S Farms feedlot!

Again, it is not what the legislature might have said, or what it intended to say, but rather
what it intended by what it said. It said “own, operate or control a feedlot;” Smithfield/Murphy
does not do either. Nor did the special master (whose facts this Court has accepted as proven)
conclude that Smithfield/Murphy, dircétly or indi'rectly, controls or influences Prestage-Stoecker
Farms. That shuts off the lights and satisfies this Court that there is no legal sham existent.

But as a message of caution and challenge to Smithfield Foods. Through the use of its
resources, its ability to corral persons who it trusts, and to obtain legal absolution by carefully
worded and planned transactions, it remains incumbent upon it to acknowledge.its continuing
responsibility, with Prestage-Stoecker Farms, to be a good and responsible neighbor and steward.
Smithfield sells feeders annually to lowa grossing more than most wholesale distributors in this
siate, no matter their trade. It annually supplies about 2 million feeder pigs to grow to maturity
in Jowa and to be slaughtered in lowa by Iowa packing plants. It must be acutely aware that
these feedlots, which are the venue for its eventual profit, subjects our now-fragile environment

to a test of strength; that our streams, rivers and aquifers are its potential targets, as well as our
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clean air. Though the subject statute is framed in terms of free enterprise, prevention of
monopoly, and consumer protection, its design is to also encourage good and responsible
husbandry. Selling feeder pigs to lowa growers is not completed in a vacuum. Growing isa
natural and necessary descendant to that selling and its eventual profits. And, with its cost-plus
contracts, it should acknowledge that some costs may be rightfully charged that tends to
minimize and stabilize the effects of large scale confinement operations on our lives and natural
resources. This is as much its equitable task as to sell a healthy feeder pig. Being foremost in its
‘industry, this should be a continuing acceptable challenge.
L .
The State has not proven by a preponderance of the evidence that a sham exists or a
violation of Chapter 9H has occurred or is occurring.
Bk Kk
Accordingly, the petition against the defendants, and each of them, is hereby
DISMISSED. The State should forfeit all costs advanced; Smithfield Foods should pay any
additional costs, clerk to assess.

The temporary injunction herein is QUASHED, effective immediately.

Dated February 5, 2002. | e
oot Z Tt o

RONALD H. SCHECHTMAN, JUDGE
SECOND JUDICIAL DISTRICT

Clerk to provide copies to:

Jowa Attorney General (Allen, Moline, Reno)
Warren Zirkle/Richard Cullen

Rrian P. Rickert

L{*'obert P. Malloy
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